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ANALYSIS

Section 263(c), in part, grants a taxpayer the option to
deduct as expenses intangible drilling and development costs in
the case of o0il and gas wells.

Section 1254 (a) provides that if oil, gas, or geothermal
property is disposed of after December 31, 1975, the lower of
{A) the aggregate amount of expenditures after December
31, 1975, which are allocable to such property and which have
been deducted as intangible drilling and development costs under
section 263(c) by taxpayer or any other person and which (but
for being so deducted) would be reflected in the adjusted basis
of such property (reduced by an amount by which the depletion
deduction under section 611 would have been increased had the
IDCs been capitalized and not expensed), or (B) the excess of
the amount realized or the fair market value of the interest
over its adjusted basis, shall be treated as gain which is
ordinary income.

Section 1254(a) (3) defines "oil, gas, or geothermal
property" as any property (within the meaning of section 614)
with respect to which IDCs deducted under section 263(c) are
properly chargeable.

Section 1254(b) provides in part that under regulations
prescrlbed by the Secretary, rules similar to the rules of
section 1245(b) shall apply. Section 1245(b) provides that
certain dispositions, such as gifts, will not be subject to
recapture,

A notice of proposed rule making concerning section 1254 was
published in 1980. Prop. Treas. Reg. § 1.1254-1 through
§ 1.1254-5, 45 Fed. Reg. 39512 (1980). Prop. Treas. Regq.
§ 1.1254-1(a) (1) provides that upon disposition of an o0il, gas
or geothermal property, there shall be treated as gain which is
ordinary income the lower of the amount of the adjusted
intangible drilling and development costs (as defined later)
with respect to the property, or the amount, if any, by which
the amount realized on the dispositon exceeds the adjusted basis
in the property.

Prop. Reg. § 1.1254-1(a) (2) provides that the term "adjusted
&atanglble drilling and development costs" means the aggregate
_quunt of IDC claimed under section 263(c) with respect to the
property reduced by the deduction for depletion-allowed under
gection 611. The regulation further provides that the aggregate
amount of expenditures allocable to the property includes the
amount of expenditures properly allocable to nonproductive
wells.



In response to these proposed regulations some commentators
stated that IDC allocable to nonproductive wells should not be
recaptured because they are not added to basis; instead, the
operator normally deducts these amounts under Treas. Reg,

% 1.612=4(b) {(4) on the return for the first year after

">abandonment of a nonproductive well, Nevertheless, one of the

“reasons for enactment of section 1254 was to prevent, in certain
limited risk situations, the conversion of IDC currently
deducted against ordinary income into capital gains. H.R. Rep.
No. 94-650, 94th Cong. lst Sess. 94 (1975). Thus, the proposed
regulation has been amended to provide that the aggregate amount
of section 1254 costs paid or incurred on any section 1254
property includes the amount of costs incurred on nonproductive
wells, but only to the extent that the taxpayer recognizes
income on the foreclosure of a nonrecourse debt the proceeds
from which were used to finance the IDC with respect to the
property.

These requlations were submitted as final regulations to the
Treasury Department in October 1987, and reflect current Service
positon. Accordingly, unless the plaintiff recognized income
because of foreclosure nonrecourse debt used to finance the
drilling and development of the property, plaintiff is not
required to recapture dry hole costs claimed as IDC.

If you have any further gquestions concerning this matter,
please contact Mr. Keith A. Aqui at FTS 566-3308.
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